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Japan’s Economic and Security Challenges 



Summary 

This report provides a snapshot of U.S.- Japan relations, current economic and 
security challenges facing Japan, and policies being adopted or considered to deal 
with them. The information was gathered primarily during a trip to Japan in 
February 2002 and augmented by subsequent research. 

Japan’s economy is beginning to recover from its third recession over the past 
twelve years. This “lost decade of the 1990s” and slow growth means that Japanese 
gross domestic product is as much as $1.3 trillion dollars (equivalent to Brazil’s 
GDP) below what it could have been if it had continued to grow at the 3.6% rate it 
did in the 1980s. Japan’s economy faces three basic problems. The first is the legacy 
of the bursting of the economic bubble in 1989 that includes a large accumulation of 
nonperforming bank loans and deflation. The second is the current global recession, 
and the third is globalization. 

The largest immediate economic problem for Japan is the $417.7 billion 
in nonperforming loans held by its financial sector despite a decade of government 
programs (which critics call half-hearted) to strengthen Japanese banks and private 
efforts to clean up the financial mess. This is causing credit to contract, monetary 
policy to be less effective, and contributes to the ongoing recession. Economic 
policymakers realize that if they do not act aggressively, market forces may 
accomplish what policy will not. Japanese government bonds already are being 
downgraded; bankruptcies are rising; a major capital flight out of yen denominated 
assets could occur; a premium on borrowing by Japanese banks could return, or 
financial instability could begin in Japan that could spread to other countries. In a 
move that reflects near desperation, in September 2002, the Bank of Japan announced 
that it would consider directly purchasing stock shares held by more than a dozen 
Japanese banks. In October, Prime Minister Koizumi reshuffled his cabinet to 
enhance the authority of reformist leaders and promised aggressive action by month 
end. The Bush administration has become more vocal in articulating its desires for 
Japan to move forward to rehabilitate its economy and has advocated that Japan cut 
taxes and clean up the bad loan problem to spur investment and economic recovery. 

In the security area, Japan responded to the September 1 1 terrorist attacks on the 
United States by approving new laws that allowed its Self-Defense Forces to directly 
assist the U.S.-led war on terrorism. The Japanese navy was sent to the Indian Ocean 
to transport nonlethal supplies and provide fuel and other supplies to U.S. forces. 
This was the first time since World War II that Japan’s navy had been allowed to 
operate outside of its home waters. Japan also is strengthening protection of its 
nuclear plants and taking other measures to counter the new terrorist threat. 

Japan is concerned over the rise of China and is seeking normalization of 
relations with North Korea. Japanese businesses are investing heavily in China - 
often to the detriment of local manufacturing. Japan is concerned that it could be 
drawn into the China-Taiwan dispute. 
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Japan’s Economic and Security Challenges 



This report provides a snapshot of U.S. -Japan relations, the current economic, 
security, and other challenges facing Japan, and policies being adopted or considered 
to deal with those challenges. The information was gathered primarily through a trip 
to Japan by a delegation of congressional staff in February 2002 and augmented by 
subsequent research. 1 The delegation met with high-level Japanese government 
officials, Members of the Diet, business leaders, and U.S. Embassy officials. For 
brevity, this report deals primarily with those topics discussed in Japan even though 
other topics also may be of interest to the Congress. For additional information and 
analysis, see other CRS products on Japan. 2 



Introduction 

Japan currently is a mixture of incongruities. It has some of the largest banks 
in the world, but total credit in the economy is declining as banks struggle to whittle 
down an accumulation of more than $400 billion in nonperforming loans. It is the 
second largest single economy in the world with world-class corporations, but it is 
just beginning to recover from its third recession in a decade. The talk in Japan is of 
hard times and a real estate bust, but streets are teeming with shoppers, and, in 
Tokyo, building cranes perch atop rising skyscrapers. 3 The government has enacted 
legislation that allowed the country to send its navy in support of the Afghan war 
effort outside the defense of its territory for the first time since World War II, but at 
the same time Japan’s military still is constrained by its U.S. -imposed anti-war 
constitution. Prime Minister Koizumi had enjoyed sky-high approval ratings, only 
to see them plummet over the firing of his Foreign Minister in what one government 
official described as a “children’s spat” and then see them rise again as he visited 
North Korea and received an unexpectedly positive response on issues of concern to 
Japan. His much anticipated economic reforms have scarcely materialized, but in 
October 2002 he shuffled his cabinet to make it more reformist minded. 



1 This congressional staff trip was sponsored by the Washington-based U.S. -Asia Institute 
and Japan’s Ministry of Foreign Affairs. Since the meetings were frank and informal, 
quotations in this report identify sources only by affiliation and not by name. 

2 CRS Issue Brief IB97004, Jcipan-U.S. Relations: Issues for the 107th Congress, 
coordinated by Richard P. Cronin, and CRS Issue Brief IB97015, U.S. -Japan Economic 
Ties: Status and Outlook , by William H. Cooper. 

3 Much of this construction is actually a gamble by the Mori Building Company to build 
high-rise office and condominium towers with the intent of renting to foreigners and 
business executives who no longer want to cope with long commutes on crowded trains. As 
President Mori of the company explained, Tokyo is “horizontally congested and vertically 
vacant.” 
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Japan is a concern to the Congress because its national interests and societal 
values overlap considerably with those of the United States despite some friction in 
trade, whaling, the environment, and agricultural policy. Next to the European Union 
and Canada, the United States generally can count on Japan for cooperation and 
support both bilaterally and in international fora. The large size and influence of 
Japan’s economy, particularly the risk of global financial turmoil stemming from its 
poor economic conditions, the fluctuating value of its yen, its huge trade surplus with 
the United States, and the critical flow of billions of dollars of Japanese capital into 
foreign markets make Japan’s economic performance a global concern. Japan also 
plays a key role in U.S. security policy in Asia, including the hosting of American 
bases and cooperation in the anti-terror campaign. 

In terms of policies, the United States has been visibly articulating its concerns 
and, in cases, recommending specific policy actions, partly to provide some outside 
pressure on the Koizumi government and partly to help overcome resistance by 
vested interests and the Bank of Japan. Specifically, the United States has been 
recommending that Japan: (1) stabilize its financial system and avoid a financial 
panic that could add fuel to mounting concerns over financial problems in Argentina, 
Brazil, and other Latin American nations; (2) clean up the bad-loan problem among 
its banks; (3) continue to open domestic markets, particularly in financial services, 
in accord with its World Trade Organization and other obligations (regardless of the 
threat to Japanese industries); (4) not adopt exchange rate policies that would unduly 
weaken the yen and harm U.S. business interests, (5) continue support of the war on 
terrorism, (6) take a larger security role in world affairs while avoiding conflicts with 
neighbors, and (7) continue to support U.S. forces in Japan. 

Japan’s concerns with the United States as articulated by Japanese officials to 
this staff delegation include future cooperation in the war on terrorism, U.S. 
protection of its steel industry, 4 the state of the U.S. economic recovery and its 
implications for Japanese exports to the United States, reducing the footprint of U.S. 
forces on Okinawa (including the moving of training off Okinawa and returning land 
being used for bases to local jurisdiction), refining the Status of Forces Agreement, 
and future actions on missile defense. 5 Japan also shares U.S. concerns about the 
future of China - China’s economy and competition with Japan, military trends, and 
demographics. In addition, Japanese industry has complained that the process to 
obtain export licenses on items under U.S. export controls is too slow, in some cases 
arbitrary, and being handled by understaffed agencies . If the process is not improved, 
Japanese industry may turn to French and Russian suppliers. Japan is also unhappy 
with the space station and NASA’s plan to scale it back. Japan is to receive 12% of 
the capacity for its use. Under a reduced scale plan, its allocation of astronaut slots 
could be cut severely. 

A Foreign Ministry official stated that with respect to relations with the Bush 
Administration, Tokyo feels that it has not been adequately consulted on several 



4 For details, see: CRS Report RL31107, Steel Industry and Trade Issues, by Stephen 
Cooney. 

5 For details, see: CRS Report RL31337, Japan-U.S. Cooperation on Ballistic Missile 
Defense: Issues and Prospects, by Richard P. Cronin. 




http://wikileaks.org/wiki/CRS-RL31609 



CRS-3 



matters - particularly the U.S. rejection of the Kyoto Protocol. The lack of 
coordination, however, did not imply a lack of mutual understanding. Still, Japan 
would like for the United States to follow the “three noes” for the relationship: no 
surprises, no politicizing of issues, and no taking Japan for granted. The Japanese 
side also noted that, initially, the Bush Administration intended to raise the priority 
of relations with Japan relative to those with China and to rely less on “gaiatsu” or 
outside pressuring of Japan to take certain policy actions. 



Japan’s Economic “Crisis” 

Japan’s economy is beginning to recover from its third recession over the past 
decade. For Tokyo, this poor economic performance transcends the usual concerns 
over rising unemployment, business bankruptcies, and swelling national debt, 
because the country’s national prestige hangs on its economic success. Without a 
significant international military role, Japan has sought national purpose and 
recognition through economic might and “checkbook” diplomacy. 6 If Japan does not 
restore health to its economy, many Japanese feel that the country is in danger of 
becoming a second- or third-rate power. The prolonged economic stagnation (along 
with other factors such as the aging of society) is destroying the people’s confidence 
in their corporate system, causing them to oversave (thereby worsening the 
recession), and eroding their confidence in the ability of their leaders to solve the 
nation’s ills. 

Some indicators of the severity of economic conditions in Japan include the rate 
of unemployment at 5.4% in August 2002, up from 3.2% in 1995. This does not 
include vast hidden unemployment in businesses that have retained surplus workers 
or discouraged unemployed workers who have stopped looking for a job. Business 
bankruptcies in 2001 reached 19,441 cases (up from 15,046 cases in 1995) and were 
expected to exceed 20,000 in 2002. Of the bankruptcies in 2001, 30% were in 
construction, 1 8% in manufacturing, and 33% in wholesale and retail trade. Between 
1995 and 2001, total loans and discounts of banks dropped 12% (from ¥512,747 
billion in 1995 to ¥451,281 billion at the end of 2001). 7 Perhaps the most serious 
problem in Japan is a result of the others - deflation. Consumer prices have fallen 
in four of the past seven years. Real estate and stock prices also have fallen half or 
more from their peaks at the beginning of the 1990s. Falling prices have resulted in 
lower rates of consumption, less investment, higher savings, and have contributed to 
the non-performing loan problem. 

During the 1990s and through 2001, Japan grew at an average of 1.6%, down 
from the average of 3.9% in the 1980s. If Japan had continued to grow at 3.9% in the 
1990s and through 2001, its real gross domestic product would have been 30.4% 
higher at the end of 2001 that it actually was. In other words, the “lost decade of the 



6 In multilateral military campaigns, such as the 1991 Gulf War, Japan has provided money 
instead of troops or aircraft. It also has used economic assistance to help accomplish some 
of its foreign policy goals. 

7 Japan Statistical Agency [http://www.stat.go.jp/english/data/geppou/index.htm#k]. 
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1990s” and its continuation has cost the Japanese economy as much as ¥161 trillion 
(using 1995 prices) or about $1.3 trillion dollars - almost as much as the gross 
domestic product of Brazil, France, or Italy. 

Japanese government officials insist that the country has no banking or financial 
crisis. They admit that a short-run problem exists but are confident that in the long 
run the economy will be all right. However, in the short-run, if the economy worsens 
to the point where a series of large bankruptcies occurs causing the exchange value 
of the yen to plummet and a risk premium to be added to interest charges for large 
Japanese borrowers, a Japanese financial crisis could develop that could spread to 
other countries in the region. 

Visitors to Japan, however, look around and ask just where the recession is. 
There are few visible signs of it. People are shopping; traffic is congested, and new 
stores continue to be opened. The severity of the economic problem does not meet 
the eye. As one Japanese official put it, there is a huge hole in the keel of ship Japan, 
but the passengers are still sipping champagne while the ship is sinking. Japan needs 
to focus more on creating new patterns for success rather than finding ways to 
cushion failures. This official concluded that Japan needs to move away from a 
centrally managed economic system to competitive diversity within the economy. 

Society at large also seems fairly complacent about the country’s economic 
conditions. While there is considerable media coverage and discussion, there is no 
sense of crisis at the educated level of the population. People are depending on the 
government to solve the problem. There is no serious public debate and no apparent 
sense of urgency. 

Poor economic conditions also have not deterred American companies from 
operating in Japan. Most major U.S. companies have subsidiaries or joint ventures 
there. When asked why they are in Japan and not in countries such as China, 
American executives in Japan replied that 75% of the action and revenues for 
companies in Asia is in Japan. It makes more sense to locate there than in other 
Asian countries, although most also have subsidiaries in those markets. If a company 
is not in Japan, it is not a major player. At one time, American multinational 
corporations thought that their survival depended on how well they could compete 
with Japanese businesses at home. Now that Japan is less an economic threat, there 
is less emphasis on that strategy. Now companies are in Japan because it is the 
second largest market in the world, contains a huge amount of pent-up demand in the 
form of household savings, has opened doors to markets because of trade 
liberalization, and is the center for development of much high-technology, 
particularly in consumer electronics. 

Japan’s economy faces three basic problems. The first is the legacy of the 
bursting of the economic bubble in 1989 that includes a large accumulation of 
nonperforming bank loans and declining real estate and stock values. The second is 
the current global recession, a cyclical problem resulting from the worldwide 
downturn in 2001 exacerbated by the September 11 terrorist attacks on New York 
and the Pentagon, rising pessimism in society, and ineffective monetary and fiscal 
policies. The third is related to globalization, including the inability of industries to 
compete with imports under a more liberalized trading regime and the end of the 




